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luitrft States dim rt nf 

FOR THE SECOND CIRCUIT 
Docket No. 74-2128 

In the Mutter 
—of— 

Madero Silks, lxc., 

Bankrupt. 

I’ai'Line Green. 

t Claimant-Appellant , 

—again at — 

Mary Johnson Lowe, 

Trustee-Appellee. 

- m * »— - 

BRIEF OF APPELLEE 
Preliminary Statement 

This hriet is submitted by Appellee (“Trustee''! in 
support of the order of the Honorable Constance Baker 
Motley, Judge, dated June 2S. 1!)74 and entered July 2, 
1974 , affirming the decision and order of the Honorable 
Edward J. Ryan. Referee in Bankruptcy, dated October 
Jl, 197:1, which granted Trustee’s application to expunge 
the claim of Claimant-Appellant, Pauline Green (“Green”) 
in the bankruptcy proceeding of Madcro Silks, luc. 
(“Madero”). 
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Questions Presented 

1) Was the Referee correct in finding that the claim 
for the #17,000.00 advanced to the bankrupt should la* 
expunged as a contribution to capital? 

1’) Should the claim in question lie subordinated to 
the claims of the other general unsecured creditors on 
equitable principles even if it is assumed that the claim is 
predicated upon a loan to the bankrupt? 

Stipulation into Evidence 

Pursuant to stipulation of counsel dated August 25, 
1071. which has been tiled with the Bankruptcy Court, the 
following have been deemed into evidence for the purposes 
of this proceeding: 

1) The examinations of Pauline tlreen held July 16, 
1060. July JO, 1060, and June 21, 1071; 

2) The examination of George Centrella held June 25, 
1070; 

d) The Estimated Balance Sheet of the Bankrupt as 
at June JO, 1068 and Statement of Income and Expenses 
for the period January 1, 1068 to June JO, 1068, both pre¬ 
pared by Waxman, Pepper, Gotbetter & Company, Certified 
Public Accountants; 

4) The Report of the examination of the books and 
records of the Bankrupt as at March 28, 1060 and the 
analysis thereof prepared for the Trustee by Joseph S. 
Herbert & Company, Certified Public Accountants. 
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Stipulation as to Facts 

Pursuant to tin* aforesaid stipulation of counsel, the 
following facts are deemed established by the record: 

1 1 That the Bankrupt corporation was organized Janu¬ 
ary 27, 1951); 

2 i That the Bankrupt's records reflect that Carl Parisi 
became a shareholder of record on November 10, 1963. but 
that such ownership was nominal; 

3) That on July 16, 1968 the Bankrupt received a 
check in the sum of $17,000.00 front Pauline Green, which 
check was deposited to the credit of the Bankrupt's bank 
account. 

4) That the Bankrupt’s books and records reflect an 
indebtedness of $17,000.00 to Pauline Green as a Loan 
Payable. 

Footnote Key 

Examination of Pauline Green.July 16. 1969 G-16 

Examination of Pauline Green.July 30, I960 G-30 

Examination of Pauline Green.June 21, 1971 G-21 

Examination of George Centrella.June 25. 11)70 C-25 

Transcript of testimony of Pauline 

Green at hearing on .Oct. 4, 1972 G-H4 

Transcript of testimony of George 

Centrella at hearing on.Oct. 4, 1972 C-114 

Transcript of testimony of George 

Centrella at hearing on.Nov. 16, 1972 C-H16 

Transcript of testimony of Ernest 
Both at hearing on 


Nov. 16. 1972 H H16 
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Proceedings Below 

Madero was adjudicated a bankrupt on March 18, 1 }*•$;». 
Green tiled a proof of claim in the amount of §17.000.110 on 
August 13, 1969. Before the Bankruptcy Court, the 'trus¬ 
tee sought to have Green’s claim expunged on the ground 
that it constituted a contribution to the capital of the 
bankrupt. Alternatively, the Trustee sought to have 
Green's claim subordinated to the claims of the other gen¬ 
eral unsecured creditors on equitable principles. As set 
forth above, Honorable Edward J. Ryan, Referee in Bank¬ 
ruptcy, ordered that Green’s claim be expunged. Green 
appealed to the United States District Court for the 
Southern District of New York from said order of the 
Referee. Upon said appeal, Honorable Constance Baker 
Motley affirmed the Referee's decision and order, and Green 
appeals herein from the order of Judge Motley. 

Facts 

Madero was organized on .January 27, 1939, by Ernest 
Roth (“Roth"i, John Mayer (“Mayer”), and Sidney Der- 
blich (“Derblich”). In 1963, Roth and Mayer were having 
difficulties, prompting Roth to go to George Centrella 
(“Centrella” I. his life-long friend and former business 
associate, and ask for his help in getting Mayer out of 
the business (C-25. p. 3; C-H4, pp. 32 and 63-64). Cen¬ 
trella proceeded to arrange for his brother-in-law, Carl 
Parisi (“Parisi”), to acquire the stock of Mayer, Roth and 
Derblich in the corporation as a nominee (C-25, p. 6 ; 
C-H4, pp. 31-32). Madero's records indicate that Parisi 
became a shareholder of record on November 10 , 1963 
(Stipulation). Centrella has admitted that Parisi was 
in fact really his nominee (C-25, pp. 15 . 7 ; C-H4, pp. 31-32). 
Centrella also admits that at the time of the tiling of the 
bankruptcy petition, all of the stock of the bankrupt was 
in I’arisi's name (C-25, p. 9). However, Parisi took abso¬ 
lutely no part in the management of the business (C-25, 







1 *. 9; C-H4, |t. 31; R-H16, p. 9). Uu the contrary, he was 
apparently alternately active in the grocery business (C-25, 
p. b; R-H1G, pp. 9-10 1 and employed as a process server 
t('-lU, p. 31|. and knew nothing about the intricacies of 
Madero’s textile business (C-25, p. 9; R-H1G, p. 10). How 
ever, Centrella, who was thoroughly familiar with and 
active in the textile industry, proceeded to play an ex¬ 
tremely active role in Madero’s management. As attested 
to by (5reen, Centrella and Roth, Centrella’s advice and 
guidance was repeatedly sought and received by Roth, 
who remained as the president and titular chief operating 
officer of Madero. Green testified that Centrella was at 
Madero’s place of business ‘‘sometimes . . . once a week, 
sometimes . t . every other day" (G-H4, p. 19) and that 
Roth and Centrella conferred “whenever a problem would 
come up” (G-I14, p. 19). Centrella testified that he would 
confer with Roth whenever his advice was sought (C-H1G. 
pp. 4-5), and Roth verified that he often sought Centrella’s 
advice (R-Hl(i, p. ID). Although at the hearings before 
the Referee, both Centrella and Roth endeavored to convey 
the impression that Centrella’s advice was of a general 
nature and only casually sought, Roth was compelled to 
admit that Centrella was a party to agreements pertaining 
to such intra-company matters as Roth’s assumption of an 
insurance policy on his life held by Madero (R-Hlti, pp. 
19-23), Roth’s weekly salary (R-H1G, pp. 23-24), and a 
proposed profit-sharing arrangement Roth was to parti¬ 
cipate in (R-H16, pp. 20-28), In addition, although Cen- 
* re Ha at first claimed that he was made an authorized 
signatory of Madero’s checks when the corporation was first 
formed in 1959, allegedly at the request of Derblich, who 
was afraid that Mayer and Roth “would be two against 
one" (C-H4. p. 53-54), it was clearly established at the 
hearings before the Referee that Centrella was first desig¬ 
nated as an authorized signatory of Madero’s checks on 
November 20. 1903. the time of the transfer of all of the 
stock to his nominee, Parisi (R-H16, pp. 1.5-17), and not 
jtrior to that time. 
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It is interesting to note that on p. 7 of Claimant-Appel- 
lunt’s brief, an attempt is made to perpetuate a blatant 
misstatement of fact first set forth by Centrella at the 
hearing before the Referee on October 4, 1972. Centrella 
stated that thrcmgout his years of association with .Madero, 
he only signed one check, and that he signed that one check 
about January, ltttifl just prior to the bankruptcy proceed¬ 
ing. When asked if he was absolutely sure of that fact, 
(’entrella replied that lie was “positive." ('entrella was 
immediately forced to retract that statement, as two of 
Madero’s checks bearing his signature, dated April H(», 1968 
and May 16, 1908, were introduced into evidence as Trus¬ 
tee’s Exhibits 8 and 9. It should be noted that the check 
dated May 10, 1908 was payable to the order of a company 
known as Tytex, Inc., of which ('entrella is principal and 
president (C-H4. pp. 53-59). 

In June, 1908, Madero was in financial trouble. There 
was very little cash available with which to pay current 
liabilities of greater than $120,090.00 and the corporation 
was operating at a loss (see Estimated Balance Sheet of 
June 30, 1908, and Statement of Income and Expenses for 
the period January 1. 1908 to June 30, 1968). In addition, 
the corporation had an overdraft with Mill Factors Cor¬ 
poration i ('-25, p. 12: G-II4. p. 15; t'-Ill, pp. 59-00; R-H16. 
p. 291. According to the testimony of Green, Centrella 
and Roth, it was at this point that ('entrella approached 
Green, tin employee of Madero at that time, and arranged 
for her to “lend" Madero $17,000.00 (C-25, pp. 12-13; (1-114. 
pp. 11 17; ('-III. pp. 59-00; R-1I10, pp. 28-32). On July 10, 
1908, Madero received a $17,000.00 check from Green 
(Stipulation). At the ti^ne of bankruptcy, Madero’s books 
and records carried an indebtedness of $17,000.00 to Green 
as a Loan Payable (Stipulation). However, this trans¬ 
action was completely devoid of any indicia of a bona fide 
loan. The alleged loan was not evidenced by any promissory 
note or other written instrument (G-10. p. 14; G-21, p. 8; 
G-114, pp. 11. 12; R-1I16, p. 33). The check itself did not 





contain any notation indicative of a loan transaction (G- 
21, pp. 9-10; G-II1, pp. 11-12, 13; R-H16, pp. 3334). 
.Madero did not give Green any collateral whatsoever (G- 
10 . p. 15; G-21, p. 10; G-II4, p. 13; R-Hlfi, pp. 34-351. 
The alleged loan did not have a fixed maturity date (G- 
10, p. 14; G-21, ]>. 8; G-II4. p. 10 ; R-H10, p. 35). No inter¬ 
est payments were ever made on the alleged loan (G-21, p. 
10; <»-I14, pp. 10-11, 13; R-1110, p. 35). In fact. Green 
never even asked for the payment of interest or the repay¬ 
ment of even a portion of the principal amount (G-16, 
p. 15; G-21, p. 10; G-I14, p. 14; R-H10, p. 35). 

Throughout the proceedings in the Bankruptcy Court, 
the Claimant's position was that the 117,000.00 allegedly 
“loaned" to Madero was really Green’s money. However, 
the record helow clearly supports the Referee’s finding 
that the alleged loan was in fact made by Centrella. Green 
and Centrella are extremely close, long-time friends. At 
a pre-trial examination, Centrella testified that he has been 
managing Green’s financial affuirs since 1905, the year 
Green’s husband passed away (C-25; pp. 14-15). At the 
hearing before the Referee, Green testified that Centrella 
has been involved in the management of her financial affairs 
since shortly after her marriage, which took place in 1955, 
and that he had even gone so far as to open a brokerage 
account with Frauds I. du Pont & Co. in her name (G-I14, 
PP- 20-23). Trustees Exhibits “1 through 5" introduced 
into evidence at the hearing on October 4. 1972, estab¬ 
lish that the account in (piestion was opened on December 
24, 1958 in the name of “Pauline Green o/o George Cen¬ 
trella.’’ Upon being examined as to the nature and dura¬ 
tion of his involvement with Green's financial affairs. 
Centrella vacillated and repeatedly contradicted himself 
as to whether he was merely a financial “adviser" to Green 
prior to the death of her husband, or an active manager 
of her financial affairs even prior to the death of her hus¬ 
band (C-H4, pp. 33-38), before being compelled to admit 
that he took an active part in the handling of her finances 
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•it least from the time the brokerage account with Francis 
1. du Pont & Co. was opened in 1958 (C-II4, jtp. 118-39). It 
is admitted by all concerned that so ('teat was (Ireen's trust 
in Centrella that she gave him complete control over her 
finances (G-16, p. 17; G-12, p. 15). Green’s total reliance 
upon Centrella in all matters financial is further evidenced 
by the fact that Green’s savings account was in Centrella’s 
name us well as her own (C-H4, p. 40). Having been vested 
with complete discretion. Centrella proceeded to abuse this 
trust bv commingling Green's funds with his own (G-16, 
pp. 17-18; G-21, p. 15; C-25, pp. 13-16. 23; C-H4; pp. 43. 
47-48). 

On the duy before Green wrote the check for £17,000.00 
to the order of the bankrupt, she deposited £17,000.00 into 
her checking account (G-16. p. 16). This deposit was given 
to her by Centrella (G-16, p. 17; G-30, p. 36; G-21, p. 15; 
G-H4, p. 20; C-H4, pp. 42, 44-46). Green has admitted that 
she has absolutely no idea as to the source of the funds 
(G-30, p. 41). At the time of this transaction, no money 
was withdrawn from any of Green’s accounts by Centrella 
(G-30, p. 39). During the pre-trial examinations, Centrella 
was also unable to account for how he came to be holding 
£17,000.00 in cash of Green’s money (C-25. pp. 14-23). How 
ever, at the hearing before the Referee, Centrella suddenly 
recalled that he borrowed the £17,000.00 in question from 
his sister, Viola Centrella, allegedly because he lacked the 
liquidity necessary for him to pay Green the £16,800.00 he 
claims he owed her at that time (C-H4, pp. 45-46). Cen¬ 
trella’s testimony to the effect that his sister’s check in the 
sum of £17,000.00 was probably payable directly to Green 
(C-H4, p. 46). directly contradicts his previous statement 
at the pre-trial examination that he gave Green his personal 
check in tin* sum of £17,000.00 to evidence that lie was pay¬ 
ing her a debt which he owed her (C-25, pp. 32-33). As 
noted by the Referee in his decision, Centrella testified that 
this £17,000.00 loan from his sister is interest free, remains 





completely uurepaid, and is not evidenced by a promissory 
note or any other writing or record of any kind (C-H4. 
pp. 46-47). 

As was also noted by the Referee, at the time Centrella 
allegedly advised and prevailed upon Green to lend 
§17.000.00 to a corporation that was admittedly in dire 
linaucial straits at the time, Green was subsisting on a 
salary of #10.00 per week plus social security benefits she 
is entitled to as a widow (G-H4, pp. 16, 25-26). 

It must also be brought to the attention of the Court 
that although Centrella claims be kept a running record 
of all transactions he bundled in Green’s behalf (C-II4, pp. 
12-4:1. 49-50) he was unable to produce any such records to 
verify or lend credence to his claim that at the time he gave 
Green the §17.000.00 in question he was indebted to her in 
the sum of §16,800.00, despite the fact that he “looked for" 
these all-important records (C-H4, p. 42). Oentrella’s testi¬ 
mony that he had only been able to find one of these record 
sheets, and that he had then subsequently lost that one 
sheet, certainly stretches the limits of credibility. 

POINT I 

The Referee's findings and conclusion that the 
claim for the $17,000.00 advanced to the bankrupt 
should be expunged as a contribution to capital 
were correct. 

Bankruptcy Rule 810 provides that the findings of fact 
»>1 a Referee in Bankruptcy may not be overruled unless 
they are “clearly erroneous”. In addition, and of equal 
significance herein, Rule 810 also directs the District Court 
to “give due regard to the opportunity of the referee to 
judge the credibility of the witnesses”. In the case at 
bar. the record clearly demonstrates that the underlying 
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findings of fact of the Referee were not clearly erroneous, 
and were in fact correct. 

Pursuant to the authorities cited below, it is equally 
apparent that the Referee's principal finding of fact and 
conclusion of law, that the alleged “loan" to Madero was 
in fact a contribution to capital and should he expunged as 
such, is also unassailable, having been predicated upon the 
prevailing and incontrovertible underlying facts established 
in the Bankruptcy Court, and now apparently conceded 
upon appeal. 

As was correctly determined by Judge Motley upon the 
initial appeal from the Referee’s decision, “the facts and 
conclusions found by the Referee are adequately sustained 
by the hearing, documents and facts . . ." (Order of 
District Court). 

An examination of the facts indicates that Centrella v s 
the actual principal of Madero. While it is recognized that 
Parisi was the nominal shareholder of all of the stock in 
the corporation, it is evident that he was the nominee for 
Centrella. If Parisi acquired the stock of Mayer, Roth and 
Derblich in November, 1963 as the nominee for Roth, he 
would have eventually proceeded to transfer the stock over 
to Roth. However, Parisi never made any such transfer, 
and at the time of the tiling of the petition in bankruptcy 
in 1969, more than five years later, all of the stock of 
Madero was still in Parisi’s name. Obviously, he was act¬ 
ing on behalf of an outside party who wanted to remain 
anonymous. That party was Centrella. 

It is also apparent that the $17,000.00 advanced to 
Madero really belonged to Centrella. It has been estab¬ 
lished that Centrella gave Green the $17,000.00 in question 
after having personally borrowed this money from his sister. 
Centrella testified that he had to borrow this money from 
his sister because he did not have the liquidity necessary 
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to otherwise give it to Green. As Centrella handled and 
had access to Green’s accounts as well as his own, it is 
self-evident that neither of their accounts had a cash surplus 
of $17,000.00. Vet Centrella alleges that he borrowed this 
$17,000.00 to give to Green because he owed her $16,800.00 
at the time. However, Centrella was completely unable to 
explain how he came to owe such a sum of money to Green, 
although he did testify that he completely commingled their 
accounts and transferred funds from one to the c,her. When 
asked to produce the records from which he had made his 
determination that lie owed Green *16.800 00. Centrella tes¬ 
tified that he had looked for them but could not find them. 

It is imperative for this Court to keep in mind that 
throughout the proceedings in the Bankruptcy Court, Green 
and Centrella maintained that the alleged “loan” to Madero 
was made by Green, rather than Centrella, and vehemently 
denied that Centrella was the real principal of Madero. 
1 l»on appeal, a new tack is being taken. The decision and 
order of the Referee is being attacked solely on the grounds 
that the Referee misunderstood the applicable law. For 
purposes of appeal, the Claimant-Appellant is apparently 
conceding that Centrella was the real principal of Madero 
and that the $17,000.00 put at the disposal of Madero was 
in fact his money. The Claimant-Appellant would thus have 
this Court overlook the fraudulent and deceitful scheme by 
which Centrella sought to conceal the true facts and circum¬ 
stances surrounding the transaction in question. This would 
not be proper, as the Referee’s findings and conclusions 
must be reviewed with full regard to the factual setting 
before the Bankruptcy Court. The Referee's conclusion 
of law was predicated upon his findings that the trans¬ 
action in question was devised by Centrella as a scheme by 
which he would enable himself to gain parity with the bona 
fide general unsecured creditors of Madero. 


For the sake of argument, in the Trustee’s trial memo 
randum, it was assumed that Parisi was the nominee of 




Imtli, iiih] (hat tilt* £ 17,000.0(1 advance belonged lo Green. 
An the Court subsequently found that Centrelln was the 
actual principal of Mndero and the real owner of the 
f 17,000.00, the arguments to follow carried even greater 
weight. However, they are applicable to either situation. 

The Courts use varying indicia in an attempt to deter 
mine the true nature of *i claimed loan transaction. Those 
factors have varying degrees of relevancy, and are usually 
not all applicable to a given case. 

In Wood Preserving Corporation of Baltimore, Inc. v. 
I tided States, 233 F. Supp. GOO, G05 (D.C. Md. 1964), the 
Court stated: 

“The teaching of all of the cases is that no one 
characteristic is decisive in determining whether ob¬ 
ligations are risk investments or debts . . . All of 
the factors which are present do not point in one 
direction; they seldom do, and a court must decide 
which are the most important factors under all of 
the circumstances.” 

An examination of the factors relevant to this case over¬ 
whelmingly indicates that the transaction in question 
created an equit. interest in Madero and not a bona tide 
debtor-creditor relationship. 

A bona tide debtor-creditor relationship is invariably 
evidenced by a written instrument of some sort. In holding 
that so-called debt was really equity, the Courts have relied 
heavily on the fact that no instrument evidencing a debt 
was ever issued. Wood Preserving Corporation of Baltimore, 
Ine. v. I'nited States, supra; Smith v. Commissioner of 
Internal llerrnne. 370 F.2d 178 (6th Cir. 1966). Green 
and Koth have testified that she was never given a promis¬ 
sory note or any other written debt instrument. In addi 
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Uun, the $17,000.00 .-heck in question does not in any way 
indicate that a loan transaction existed wtih regard to 
these funds. 


Two factors that may logically be considered together 
are the right to enforce the repayment of the principal and 
the payment of interest A bona fide debtor-creditor rela¬ 
tionship is usually predicated upon the periodic payment of 
interest and a fixed or ascertainable maturity date. Wilbur 
Security Company v. Commissioner of fntc nal Revenue. 
~ ,,J Cir. 1960) ; O.H. Kruse Qra.n and Mill - 

iny v. Commissioner of Internal Revenue, 279 F.2d 123 (9th 
Cir. 1960) ; J.S. Birits Construction Co. v. Commissioner of 
Internal Revenue, 387 F.2d 451 (8th Cir. 1967). According 
to the testimony of both Green and Roth, this alleged loan 
had absolutely no fixed or even vaguely ascertainable 
maturity date. In addition, she never received nor asked 
for the payment of any interest on the alleged loan. It has 
been said that the existence of a fixed or ascertainable 
maturity date is generally the essential element of a creditor 
investment. 

In Fellinyer v. Cnited Mates, 238 F. Supp. 67 (DC 
Ohio 1964), it was held: 

“The fact that ultimately there must be paid a 
definite sum at a fixed time marks the relationship 
to the corporation as that of a creditor rather than 
a shareholder. There must exist the right to demand 
payment unconditionally at a fixed time.” 

Xo such right existed in this case. 

See also: 

Curry v. United States, 396 F.2d 630 (5th Cir. 19681. 

Another factor used by the Courts in determining 
whether a transaction such as the one in question created 
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a shareholder relationship or a debtor-creditor relationship 
is whether a bank or an astute outside investor would have 
made such a loan to the corporation. Wood Preserving 
Corporation of Baltimore, I lie. v. United States, supra; 
Gilbert v. Commissioner of Internal Revenue, 262 F.2d 512 
(2d Cir. 1959) ; J.8. Biritz Construction Co. v. Commis¬ 
sioner of Internal Revenue, supra; Wilbur Security Com 
pany v. Commissioner of Internal Revenue, supra; Fin Flay 
Realty Co. v. United States, 398 F.2d 694 (3d Cir. 1968). 
An examination of the bankrupt's Balance Sheet of June 
30, 1968 and Statement of Income and expenses for the 
period January 1 to June 30, 1968, illustrates the fact that 
in view of its financial condition at that time, the baukrupt 
could not have obtained a similar loan from outside lending 
institutions. This conclusion is substantiated l»y the fact 
that the bankrupt had no bank loans outstanding at that 
time, while it was paying higher interest rates and charges 
on an overdraft with Mill Factors Corporation. (See State¬ 
ment of Income and Expenses for January 1, 1968 to June 
30, 1968). Obviously, the banks felt that Madero was a 
poor credit risk at the time of the transaction in question. 
Centrella substantiated this conclusion when he testified 
that it would have been impossible for Madero to obtain 
funds from any other financial institutions in view of its 
position with Mill Factors (C-H4, pp. 59-60). 

The fact that the alleged creditor made no effort to 
collect the principal of the alleged loan has also been held 
bv the Courts to be an indicia of a contribution to capital. 
Wood Preserving Corporation of Baltimore, Inc. v. United 
States, supra: Gilbert v. Commissioner of Internal Revenue, 
supra. It has even been suggested that “the character of 
indebtedness may vanish when the (parties) cease acting 
like debtors and creditors; perhaps that point is passed 
when the (lender), unlike the reasonable creditor, fails to 
force the (debtor) into bankruptcy.’’ t'ayuna Realty Com- 
imny v. United States, 382 F.2d 298, 302 (Ct. Cl. 1967). 
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See also: 

The Motel Company v. Commissioner of Internal 
Revenue, 340 F.2d 445 (2d C'ir. 19651. 

In the ease at bar, Green lias testilied that she never even 
asked for the repayment of the alleged loan. 

It should be noted that the Trustee realizes that no 
shares of stock or other instruments of ownership were 
ever issued to the alleged creditor. However, “the non¬ 
issuance of shares of stock ... is not necessarily controlling 
in determining the character of the transaction ...” 
Fori sun, Inc. V. Commissioner of Internal Revenue, 348 
F.2d 1006, 1009 (6th Cir. 1965). In a case such as this, 
where the indicia discussed above unanimously indicate 
that the transaction constituted a contribution to capital 
rather than a loan, the non-issuance of instruments of 
ownership should definitely not be determinative. 

The foregoing discussion would be applicable to the 
case at bar even if the Referee had not found that Centrella 
was the actual shareholder of the bankrupt and the actual 
owner of the funds that were advanced. However, when 
the Referee found that Parisi was really the nominee for 
Centrella rather than for Roth, and that the funds ad¬ 
vanced to Madero in fact belonged to Centrella rather than 
Green, then the conclusion that the claim should be ex¬ 
punged as a contribution to capital was unavoidable. The 
Courts view transactions such as the one in question with 
an even sterner eye when the alleged creditor is also a share¬ 
holder of the corporation. Fin Hay Realty Co. V. United 
States, supra; Smith V. Commissioner of Internal Revenue, 
supra; I'uyunu Realty Company v. United States, supra; 
Wilbur Security Company v. Commissioner of Internal 
Revenue, supra. 



Point II of Claimant-Appellant's brief argues that “a 
loan to a corporation made or arranged by a person found 
to be in control thereof may be the basis of a valid claim 
in bankruptcy” (Emphasis ours). The Trustee has no 
argument with this contention. It is a fact. However, 
the Court must note that the operative word is “may.” 
" hat the Claimant-Appellant fails to consider is that any 
such transactions between a principal and a corporation 
are subject to the closest scrutiny and held to the highest 
standards of fairness and good faith. 

In Pepper v. Litton, 308 U.S. 295, til) S. Ct. 238, 245, 
84 L. Ed. 281 (1939), the Supreme Court stated: 

”... Their (stockholders) dealings with the 
corporation are subjected to rigorous scrutiny and 
where any of their contracts or engagements with 
the corporation is challenged the burden is on the 
. . . stockholder not only to prove the good faith 
of the transaction but also to show its inherent fair¬ 
ness from the viewpoint of the corporation and those 
interested therein.” 

Ceutrella has not met this burden. He is unable to do 
so, since this transaction was not entered into openly and 
in good faith, and it was inherently unfair from the view¬ 
point of the bankrupt’s general unsecured creditors, as it 
was a surreptitious attempt by a silent shareholder to gain 
parity with the genuine creditors of the corporation for 
his infusion of capital into his failing business. 

Claimant-Appellant's conclusion that “the Referee was 
of the opinion that no valid claim in bankruptcy may be 
made for loans or advances by person or persons in control 
of a corporate bankrupt . . . .” (pp. 12-13 of Claimant- 
Appellant’s brief) has absolutely no basis in fact. As the 
record clearly shows, the Referee was merely complving 
with the Supreme Court mandate set forth in Pepper v. 
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IJttou in presiding over and taking part in a vigorous and 
thorough examination of all of the circumstances surround 
ing tin* alleged loan to the corporation. After all of the 
evidence was presented, the Referee found that the claim 
in question was not entitled to the status of a bona fide 
debt of the bankrupt, regardless of the incontrovertible 
fact that a principal’s legitimate loan to his corporation 
iiuii/ constitute a valid claim in bankruptcy. 

In the section from Collier on Bankruptcy quoted at 
length on p. 14 of the <'4aimant-Appellant’s brief, the 
following language must be emphasized for the Court’s 
attention: 

“ . . . . They (the Courts) hold them (claims of share¬ 
holders! allowable where based on honest and bona 
fide dealings, but they expect the bona tides to be 
demonstrated beyond cavil and apply in their exami¬ 
nation ‘a large measure of watchful care.’ ” 3A 
Collier on Bankruptcy (14th Ed.), Sec. 63.06(5.3), 
p. 1789. 

In addition, in quoting the aforesaid section from 
Collier on Bankruptcy, the Claimant-Appellant stops short, 
omitting a pertinent paragraph. The text continues: 

“The scope of the principle can, therefore, better be 
gauged by observing under what circumstances its 
application was denied, either by disallowing or by 
postponing claims of stockholders, directors or cor¬ 
porate officers. The exceptions are more informative 
than the rule. They cover a range of great variety, 
hut if they are to be reduced to a common denomin¬ 
ator it is probably safest to say that any actual or 
potential fraud upon creditors will result in dis¬ 
allowance or postponement. Fraud in this broad 
sense may assume various forms.” 3A Collier on 
Bankruptcy (14th Ed.), Sec. 63.06(5.3), pp. 1792- 
1793. 





Likewise, the refuge sought by Claimant-Appellant is 
not found in the dissenting opinion of Hon. Learned Hand, 
Circuit Judge, in Gilbert v. Commissioner of Internal 
Revenue, supra, which is quoted at length on pp. 13-14 of 
Claimant-Appellant's brief. As was noted by Judge Hand: 

“ . . . some abuse of the shareholder's control must 
appear before his debt loses parity with other debts: 
..." Gilbert V. Commissioner of Internal Rerenue , 
supra at 248 F.2d 410. 

It is imperative that this Court note that the. “latest 
decisions" referred to and cited by Judge Hand, in the 
quotation from the aforesaid dissenting opinion set forth 
in Claimant-Appellant’s brief, all recognize, sanction and 
approve of the doctrine whereby claims of controlling per¬ 
sons of a corporation are carefully scrutinized and set aside 
in the interests of substantial justice whenever sham trans¬ 
actions are involved or the corporate insiders have abused 
their position of trust. 

See: 

Schwartz v. Mills, 192 F.2d 727, 72!i (2d Cir. 1931) ; 

Kraft Foods Company v. Commissioner of Internal 
Revenue, 232 F.2d 118, 125 (2d Cir. 1956) ; 

Gannett Co. v. Larry, 221 F.2d 269 (2d Cir. 1955) : 

See also: 

International Telephone and Telegraph Corpora¬ 
tion v. Holton, 247 F.2d 178, 182-183 (4th Cir. 
1957). 

There is no doubt that the facts of this case establish an 
“actual or potential fraud upon creditors.” Centrella con¬ 
cealed his identity as the actual owner of the bankrupt, 
and then labored to make it appear as though the alleged 
“loan" was made by Green. Now that his efforts on behalf 
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of the bankrupt have come to naught, he is attempting to 
establish parity with the general unsecured creditors of the 
bankrupt. The cases cited on p. 15 of Claimant-Appellant’s 
brief all recognize the principle that a shareholder’s claim 
may be expunged or subordinated in a situation such as 
that which prevails herein. 

Claimant-Appellant has also failed to meet the test set 
forth in Barlow v. Budge, 127 F.2d 440 (8th Cir. 1942), as 
cited on p. 16 of Claimant-Appellant’s brief. Centrella’s 
surreptitious conduct was most definitely not “open, honest, 
and free from unfairness or fault.” In addition, it cannot 
be said that the “loan” was made on terms beneficial to 
Madero’s creditors (See p. 17 of Claimant-Appellant's brief). 
when it is realized that this influx of money should have 
initially gone on the company books as a contribution to 
capital by a shareholder, rather than as a loan. 

Claimant-Appellant is misleading the Court when it 
states that the determination of whether an advance by an 
alleged creditor should be deemed to be a loan or a con¬ 
tribution to capital “depends on whether there was an 
original insufficiency of capital” (p. 2(J of Claimant-Appel¬ 
lant’s brief). This statement is misleading for two basic 
reasons. 

In the first place, the “test” set forth in Braddy v. 
Randolph, 352 F.2d SO (4th Cir. 1965), and cited on p. 20 
of Claimant-Appellant’s brief, is not the definitive test to 
be applied by a bankruptcy court in determining whether a 
“loan” should be deemed to be a contribution to capital. 
Braddy v. Randolph sets forth the “thin capitalization” 
theory. “Thin capitalization” is just one of many factors 
indicative of a contribution to capital, rather than a bona 
fide loan, and it is by no means controlling except in the 
absence of other relevant factors. 
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This very concept was recognized by the Court in Rowan 
v. I niteil Staten, 21!) F.2d 51 (5th Cir. 1055). which is cited 
on p. 21 of Claimant-Appellant's brief. Claimant-Appel¬ 
lant's reliance upon Rowan v. United Staten is misplaced, 
as once again the quoted excerpt omits pertinent language 
that follows. The Court continued, at 210 F.2d 55: 

“In what we have said we refer only to the situa¬ 
tion where there is no evidence of an intent to make 
a contribution to capital other than the ratio between 
debt and stated capital. There are in this case none 
of the facts authorizing other inferences to be drawn, 
such as . . . subordination to other indebtedness; or 
inordinately postponed due date; or agreement not 
to enforce collection; or provision for payment of 
•interest' only out of earnings; . . . one of which or 
a combination of which is present in the usual case 
of tins type that comes before the appellate courts 
for consideration." 

In Bruddy v. Randolph, the “loans" were evidenced by 
written notes and secured by deeds of trust. In Rowan 
v. United Staten, the alleged loun was evidenced by a 
running account that fluctuated over the years and pur¬ 
suant to which the principals claiming to be creditors were 
at times indebted to the bankrupt corporation. In each of 
these two cases, the transaction thus had some of the 
characteristics of a bona fide loan, and there was a dearth 
of the characteristics indicative of a contribution to capital. 
Therefore, the Court was forced to arrive at its decision 
with the “thin capitalization” theory as the only factor 
advanced in support of the contention that the alleged 
loan was in fact really a contribution to capital, llow 
ever, it has been shown that none of the indicia of a bona 
tide loan are present in the case at bar. Therefore, the 
absence of “thin capitalization”, if in fact it is absent in 
the case at bar, should in no way affect or olfset the over¬ 
whelming weight o L ' the preponderance of evidence indica¬ 
tive of a contribution to capital herein. 
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In addition, tlu* “thin capitalization” theory is not 
always predicated upon an “initial insufficiency” of capital. 
This happened to be the case in Braddy v. Randolph. How 
ever, many cases have considered “thin capitalization" to 
he a relevant factor in determining that an alleged loan 
was really a capital contribution even though the initial 
capitalization of the corporation was sufficient. The Courts 
have indicated that whenever a corporation finds itself in 
the position of having a high debt-equity ratio, it may be 
deemed to be “thinly capitalized.” Hence, “thin capitalize 
tion can occur at any time during a corporation's exist¬ 
ence, and it does not necessarily relate back to the corpora 
tion’s inception. 

See: 

Wood Preserving Corporation of Baltimore, Inc. v. 
United States, supra; 

Curry v. United States, supra; 

J.S. Biritz Construction Co. v. Commissioner of 
Internal Revenue, supra; 

Fin Huy Realty Co. v. United States, sap,a. 

As set forth above, although the absence of “thin capitaliza¬ 
tion” in the case at bar would by no means be controlling 
herein, it should be noted by the Cou.-t that on June 30, 
ly6y , OIll y -Hi- weeks before the alleged loan. Madera's 
debt-equity ratio stood at more than 6y 2 -l (see Estimated 
balance Sheet on June 30, 1068. showing debt of #122,754.67 
and equity of #18,407.81). Whether a debt-equity ratio 
ul 614-1 constitutes “thin capitalization” is not clear. The 
Courts have held that a debt-equity ratio of 2-1 does not 
constitute “thin capitalization" (J.S. Biritz Construction 
Co. v. Commissioner of Internul Revenue, supra), and that 
a debt-equity ratio of 25-1 does constitute “thin capitaliza¬ 
tion" (The Motel Company v. Commissioner of Internal 
Revenue, supra). The status of those debt-equity ratios 
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that fall between 2-1 and 25-1 is not well defined. Suffice 
to say that the ratio in a particular ease should be con¬ 
sidered in light of all of the other financial factors thut 
are present therein. In the case at bar, it has been clearly 
established that Madero was in dire financial straits at the 
time of the debt-equity ratio of tU/c-1. Hence, a finding that 
Madero was “thinly capitalized” at the time of the alleged 
loan is certainly reasonable. However, as already set forth 
above, in view of all of the otuer factors prevailing herein, 
the conclusion that the alleged loan was really a contribu¬ 
tion to capital is warranted regardless of any determination 
on the question of “thin capitalization," and the Court need 
not wrestle with this superfluous factor. 

The underlying facts found by the Referee were not 
clearly erroneous, and were in fact manifestly correct. 
Hence, pursuant to Hankruptcy Rule 810 they must be 
accepted upon appeal, and it has thus been established that: 

lj Centrella was the real principal of Madero; 

2) The $17,000.00 allegedly “loaned” to Madero 
was Centrella's money, rather than Green’s; 

3) Centrella concealed his true identity as prin¬ 
cipal of Madero; 

1» Centrella concealed his true identity as the 
party who put the $17,000.00 in question at the 
disposal of the bankrupt; 

5) The transaction in question was a fraudulent 
scheme by which Centrella “intended to cause these 
funds to be put at the disposal of the corporation in 
an attempt to sustain it, intending that he could use 
Pauline Green as a cat’s paw to salvage some part 
of his investment by way of a creditor’s claim against 
any assets of the Corporation which might be avail¬ 
able in insolvency” (Decision and order of Referee). 
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Pursuant to the underlying facts established at trial, as 
found by the Referee, it is respectfully submitted that the 
Referee’s principal finding of fact and conclusion of law, 
that the alleged “loan” was really a contribution to capital 
by the principal of the corporation and thus should be 
expunged as such, is adequately sustained by the prevailing 
authorities. As set forth by the Court upon affirming the 
decision of the Referee in Bankruptcy expunging an alleged 
loan as a contribution to capital in Braddy v. Randolph , 
.'iiipm at 352 F.2d 82, 84: 

“Rather than invest more capital the officers and 
stockholders . . . substantially shifted and evaded 
the ordinary financial risks connected with this type 
of business enterprise and, at the same time, per¬ 
mitted the corporation to remain in a constant state 
of or in imminent danger of insolvency. 

“. . . the Court b ow was justified in concluding 
that . . . the . . . officers of the Bankrupt had not 
acted in good faith and for the best interests of the 
Bankrupt and its creditors. A court of bankruptcy 
is a court of equity which exercises broad equitable 
powers; it is empowered to ‘sift the circumstances 
surrounding any claim to see that injustice or unfair¬ 
ness is not done in the administration of the bank¬ 
rupt estate. And its duty to do so is especially clear 
when the claim seeking allowance accrues to the 
benefit of an officer, director or stockholder.’ Pepper 
v. Litton, 308 U.S. 295, 308, 60 S. Ct. 238, 246, 84 
L. Ed. 281 (1939). A sufficient basis for rejecting 
the claims of an officer, director, or stockholder may 
be simply the violation of the rules of fair play and 
good conscience or a breach of the standards of con¬ 
duct which an officer or director in his fiduciary 
capacity owes the corporation, its stockholders and 
creditors,” 



POINT II 


Even if it is assumed that the claim is predicated 
upon a loan to the bankrupt, it should be subor¬ 
dinated to the claims of the other general unsecur'd 
creditors on equitable principles. 

Iu the event that the Court is unable to concur with 
the Kefei •ee s finding and conclusion that the advance in 
question was a contribution to the capital of the bankrupt 
rather than a loan, it should proceed to subordinate the 
claim to the claims of the other general unsecured creditors 
as a matter id' equity. It is self-evident from the Referee's 
decision that had he been unable to find that the alleged 
loan was really a capital contribution, he would have sub¬ 
ordinated the claim on equitable principles in light of the 
“deceit, dishonesty and fraud" perpetrated herein. The 
Referee emphatically stated that Centrella “is entitled to 
no aid from this court of equity" (Decision and order of 
Referee). 

iu Batik <>] .1 tunica National Trust it Sari ttys Associa¬ 
tion v. Erickson , 117 F.2d 796, 798 (9th Cir. 1941). the 
Court stated: 

“The bankruptcy court has undoubted power to 
subordinate a general claim to other claims in the 
same category where for any reason, legal or equit¬ 
able, it ought to be subordinated." 

See also: 

Taylor v. Standard (las (Jo., .'106 U.S. 307, 59 S. Ct. 

543, S3 L. Ed. 669 (1939) ; 

Costello v. Fazio. 256 F.2d 903 (9th Cir. 1958). 

The equitable doctrine of subordination as it is applied 
in the liankruptey Courts has been defined as follows: 

“With the facts established, we return to Pepper v. 
Litton and its rules of law. That case . . . held that 



ill bankruptcy the claim uf a dominant stockholder 
must be carefully scrutinized, since he is u fiduciary 
as to minority stockholders and creditors. . . . 

... If the claim of a dominant stockholder arises 
from some transaction with the corporation, it may 
lie subordinated, if some inequity on his part is 
shown. . . . 

. . . ‘He who comes into equity must come with 
clean hands. . . . ’ It is this maxim . . . which is 
embodied in the doctrine of Pepper v. Litton. He 
who comes into a court of bankruptcy (into equity) 
must not come to enforce a claim at the expense of 
creditors which he has acquired in breach of a fidu¬ 
ciary obligation he owed to creditors (his hands are 
not clean).” In Re Kansas City Journal-Post Co.. 
51 F. Supp. 1009, 1013-1015 (\V.L>. Mo. 1943) atf’d. 
144 F.2d 791 (8th Cir. 1944). 

Equity often requires that u claim of a creditor be sub¬ 
ordinated to the claims of other general creditors when the 
creditor in question is closely associated with the bankrupt. 
This is especially true “in corporate bankruptcies, when* 
the Courts carefully scrutinize the claims of all who might 
stand in the relation of alter ego, co-adventurer, or owner 
of the corporate bankrupt.” 3A Collier on Bankruptcy 
(14th Ed.) Sec. 65.06, p. 2292. The actual “creditor" 
behind this claim is Centrella. He handled all of Green' 
financial affairs. Centrella has testified that he was ex¬ 
tremely careful with Green's money (C-25, p. 23). Yet he 
would like to have the Court believe that he advised Green 
to lend $17,000.00 of. her savings to Madero at a time when 
it was a very poor credit risk. The alleged loan was sup¬ 
posedly based solely upon Central la’s close friendship with 
Roth (C-25. pp. 13-14). Centrella has admitted that he 
was not very careful with regard to the alleged loan (C-25, 
p. “4). It is extremely unlikely that one entrusted with 
discretionary management of another’s financial affairs 
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would proceed to make such a careless, dangerous loan. 
Rather, it is much more likely that Centrella advanced the 
money to Madero out of his own funds. Such a loan is 
understandable only when predicated upon Centrella's close 
personal and business relationship with Roth and the bank 
rupt. The conclusion that the money advanced to Madero 
really belonged to Centrella is further supported by the 
evidence indicating that Centrella was in fact the actual 
owner of Madero. Under these circumstances, it would be 
unconscionable to permit the limited assets of Madero to 
be diminished by the uninhibited allowance of this claim. 
Having perpetuated a fraudulent scheme, whereby he con¬ 
cealed his true identity as the actual principal of Madero 
and real owner of the funds put at the corporation’s dis¬ 
posal, Centrella does not come into court with clean hands. 

As was stated by the Court of Appeals of the 8th Circuit 
prior to its consideration of the question of whether a claim 
of a principal of a bankrupt should have been allowed or 
expunged as a contribution to capital: 

"We should say at the outset that anything that 
may be owing to Boyum on his note claims will be 
ordered subordinated to the payment of the other 
general creditors. The record shows that the bank¬ 
rupt was essentially a one-man corporation. Boyum 
was the controlling shareholder and virtually ran the 
affairs of the corporation on his own. His general 
dealings with the corporation were not on the arm’s 
length plane of the other creditors. The cash ad¬ 
vances which he made were apparently necessary to 
supply a deficiency in working capital . . . they were 
. . . part of a plan of permanent, personal financing, 
to avoid the necessity of increasing the capital of the 
corporation. Bovum’s note claims, therefore, cannot 
be said to occupy an equal equitable position with 
the other general claims and should accordingly be 
subordinated to them.” Boyum v. .Johnson, 127 F.2d 
401, 404 (8th Cir. 1942). 
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Furthermore, the principles of equitable subordination 
should apply even if the Court finds that Green is the actual 
“creditor” behind this claim. Green was closely associated 
with the bankrupt both as an employee and through her 
personal friendship with Roth. The evidence introduced at 
trial clearly shows that she did not expect any part of this 
alleged loan to be repaid until and unless Madero started 
to operate profitably. Thus, Green must be considered a 
co-adventurer rather than a bona tide creditor, and her claim 
should not be treated equally with those of the other general 
unsecured creditors. 

In 3A Collier on Bankruptcy (14th Ed.), Sec. 63.08, 
pp. 1825-1826, the fallowing appears: 

“. . . a claim may be provable and on principle 
also allowable, and yet due to circumstances sur¬ 
rounding its origin it may appear uufair to allow 
the claim to compete with those of other creditors 
on a footing of equality. The claimant's conduct 
. . . may warrant the inference that his investment, 
though legally a credit, was economically more in 
the nature of a partnership or similar commercial 
venture more or less identifying the claimant with 
the bankrupt, or it may be tainted with some degree 
of fraud, deceit, or other objectionable practice. 
Under these and comparable circumstances, the 
claimant should not, through a straight allowance, 
be permitted to increase the loss already suffered 
by other creditors, while on the other hand the facts 
may not be sufficient to justify complete disallowance. 
The compromise as worked out by judicial practice 
is a mode of relative disallowance, the judge-made 
counterpart to the priorities provided by the Act, and 
is usually called ‘postponement’ or ‘subordination'. 
It is one of the valuable contributions of equity to 
the body of statutory bankruptcy law” (Emphasis 
ours). 



Regardless of the ultimate determination of the Court 
as to who the money allegedly loaned to the bankrupt really 
belonged to. the claim in question cannot be said to occupy 
an equal equitable position with the other general unsecured 
claims. Therefore, it should be subordinated to them in 
order to prevent the consummation of a course of conduct 
which would be completely inequitable and prejudicial to 
the other general unsecured creditors. There can be no 
doubt that the Referee would have subordinated the claim 
in question had he been unable to conclude that it was in 
fact a contribution to capital that should be completely 
expunged. This Court should give due regard to the 
Referee’s findings as the trier of fact. 

“We think that the duty and responsibility of 
determining whether, under the applicable law, the 
claim of Rudge was upon an equitable parity with 
the claims of other creditors was primarily that of 
the bankruptcy court, which was charged with the 
administration of this insolvent estate, and that this 
Court would not be justified in setting aside the 
order appealed from unless convinced that it was 
clearly erroneous. We are not convinced that it was 
clearly erroneous.” Barlow v. Budge, supra at 127 
F.2d 444. 
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CONCLUSION 

The order of the Honorable Constance Baker 
Motley, dated June 28, 1974, and entered July 2, 
1974, affirming the decision and order of Honorable 
Edward J. Ryan, dated October 31, 1973, should be 
affirmed, with costs and counsel fees. 

Respectfully submitted, 

Sherman & Citron, 
Attorneys for Trustee-Appellee, 
Office & P. O. Address, 

1290 Avenue of the Americas, 
New York, New York 10019. 
(212) 581-8500 


Michael Wexf'-balm, 
Howard Karasik, 

Of Counsel. 
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